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------------- HOUSE COMMITTEE ON THE JUDICIARY------------------

May 4, 1966

The ad hoc committee on state taxation of interstate
commerce of the American Institute of Certified Public Accountants

has given careful consideration to H.R. 11798 regarding regula
tion of state taxation of Interstate commerce.

We wish to

commend the special subcommittee and its staff for the monumental

undertaking of accumulating data, reporting on the problems and

recommending action regarding state taxation of interstate
commerce.

Our statement consists of two parts:

Part I - present

ing a summary of our reactions to H.R. 11798 and Part II -

presenting specific comments and recommendations on selected
provisions of the Bill.
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PART I - SUMMARY

We favor the portion of the Bill which would establish
the jurisdictional standards of taxing income, capital stock,

or sales.

However, the provisions governing the method of

apportionment and the determination of income to be apportioned

are inadequate to promote an equitable division of a multistate
corporation’s Income and/or taxable capital among the states in
which it conducts business.

We favor the principles embodied in Sections 301
through 307, regarding sales and use tax, but are opposed to the
remaining provisions of Title III regarding the cooperatively

administered sales tax system and the uniform sales and use tax
law.
As to administration, we believe that the United States

Treasury should be limited to administering rules and regulations

which are developed by a conference of state tax administrators,

rather than be given authority to promulgate rules and regulations.
We have not given consideration to questions of

constitutionality and legal structure of the Bill, since this is
not properly within our competence.
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PART II - COMMENTS AND RECOMMENDATIONS
ON SELECTED

JURISDICTION TO TAX

We believe that the federal government should specif

ically establish the rules governing the authority of the various

states to tax businesses engaged in interstate commerce.
ingly, we favor uniform jurisdictional standards.

Accord

Such uniform

standards for determining the extent of business activities which
must be present before the state is entitled to levy a tax would
eliminate a substantial amount of doubt presently existing in the

compliance area and should reduce the cost of compliance and
enforcement.

DIVISION OF INCOME OR CAPITAL
The first part of Title II deals with the division of

income or capital for tax purposes.

It provides for a two-factor

formula, with one factor based on location of tangible property
and one factor based on payroll.

We do not favor the provisions of the Bill which
prevent a state from using a gross receipts factor if it chooses

to do so.

We believe it untenable to argue that an Integrated

manufacturing and selling organization does not realize any of its
income from its sales operations.

The use of a gross receipts

factor in the apportionment formula will result in a more equitable
division of income between the various states.
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Tangible Property Factor:

Inventories - Inventories

are omitted from the property factor under the proposed two
factor formula.

We recognize that inventories are transitory and

their location at various critical dates is controllable within
certain limits.

Presumedly, members of the Special Committee feel

that the omission of inventories from the tangible property factor

would result in the least Interference with the free flow of
Interstate business and the least confusion in compliance and

enforcement.
In many businesses the investment in Inventory repre

sents almost as permanent an investment of capital funds as the

investment in property, plant and equipment.

In many states,

particularly those falling in the category of consumer states
(as distinguished from industrial states), goods produced else
where which are stored at a distributing center located within

the consumer state represent the taxing nexus which enables the
consumer state to collect substantial revenues.

Eliminating

inventories from the tangible property factor would cause some
serious dislocations in state revenues.

We recommend that inven

tories be included in the property factor.
Use of Original Cost of Fixed Assets - We oppose the

use of original cost in determining the tangible property values.

A more realistic value would be the adjusted basis of such property
for federal Income tax purposes.

Differences in accounting practices

and dates of retirement or acquisition could result in substantial
distortions under the provisions of the Bill.

The abandonment or

retirement of substantially depreciated property either just before

-5or just after the close of a taxable year could cause material

shifts in a taxpayer’s tangible property factor if it is based
upon original cost.
Taxpayers have been accustomed to maintaining records

of the depreciated federal tax basis of their properties and
such information is generally more accessible than the original

cost of each asset.
Rented Property - The provisions of the Bill with

respect to property rented to others and property rented from

others appear to be inconsistent and inequitable.

For example,

both the lessor and the lessee, as well as any sublessee, must
include rented real property in the apportionment factor.

On

the other hand, rented tangible personal property is included by
the lessee at its fair market value but is excluded in computing

the lessor’s factor if the term of the lease is more than one year.
The use of fair market value with respect to rented

tangible property introduces a vague standard which is Inconsistent
with the simplification goal of the Bill.

Foreign Property - The Bill provides that the denominator
of the property factor shall include only that tangible property

which is located in any one of the several states of the United
States.

Should a taxpayer own operating properties outside the

United States, the Bill would apportion all of its income -Including that from foreign sources — among the various states

within which it does business.

This inequity could be corrected

by using the net income remaining after deducting Income from
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foreign sources, as the income which is to be apportioned among

the various taxing states.

An equitable result might also be

obtained by including tangible property located outside the

United States in the denominator for a taxpayer engaged in
international business.

Undoubtedly, other alternatives could

be adopted which would result in a more equitable division of

Income or capital than that embodied in the Bill in its present

form.

In any event, some changes should be adopted in the Interest

of equity.

DETERMINATION OF TAXABLE INCOME
Starting Point - We agree with the use of federal taxable

Income as a starting point for determining the Income to be appor
tioned.

In order to prevent inequities both to taxpayers and state

taxing authorities, we feel that many adjustments must be made
or allowed which are not embodied in the Bill because many of its

provisions would impose an inequitable burden on taxpayers.
Foreign Source Income - Federal taxable income Includes

all of the income of

a

United States corporation whether such

Income had its source in the United States or abroad.

Usually,

the foreign source income is reported in one of two ways.

If

foreign operations are conducted through branches, then separate
items of Income and expense having their source in foreign
countries are reported in the appropriate item in the federal Income

classification.

If the foreign operations are conducted through

foreign subsidiaries, the income from foreign sources is reported

as dividend Income.

-7In either case, the net income from foreign sources is

ultimately included in Federal taxable income.

H.R. 11798 would

divide all such income among the states within which the cor
poration does business.

Obviously, this would increase the

aggregate income to be divided among the various states by Income
which is clearly not earned in any of them.

Consolidation Provisions - We find the consolidation
provisions complex and believe that they will Introduce many

To provide for the consolidation of

unnecessary problems.

all affiliated companies, whether operating in the United States or
abroad, which are more than 50# owned would create a need for a
new body of consolidation rules and regulations.

Current federal

rules do not deal with consolidations unless there is an affilia
tion of at least 80%.

Also, in general, certain affiliated cor

porations must be excluded from the consolidation.

Present income

tax regulations dealing with consolidated returns have been developed
over a long period of time and any attempt to deviate from the

rules embodied therein would Introduce many new problems which
would take years to solve.
In addition to the misgivings we have about including

50% affiliates in the consolidation, we also feel that gross
Inequities might result both to taxpayers and state revenues

through the adoption of provisions which might well result in a
mandatory consolidation requirement.

A diversified enterprise

may have several subsidiaries whose separate businesses are com
pletely unrelated.

The inclusion of the results of a subsidiary

which is engaged in a line of business completely unrelated to
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that conducted in a given state could result in substantial

distortions and inequities.

SALES AND USE TAXES
We favor in principle the provisions of Sections 301

through 307 because they could contribute toward greater equity
and simplification.

The Cooperatively Administered Sales Tax

System proposed in Section 308, however, presents many new
administrative problems without eliminating many of those

presently existing.
Dual (federal and state) administrative and judicial

procedures that the proposed system would Impose would create
confusion, inefficiency, and Inequity.

A state taxing authority

would clearly have no real incentive for effective collection of

sales taxes for another state.

Federal audits would duplicate,

to a degree, the audits of the states because the states would
have to continue their audits to enforce use taxes and to grant

proper credits on refund claims.
Numerous records will have to be maintained, account
ing procedures established, and reporting requirements met to

conform to the system for refund and immunity numbers.

We

believe that these provisions will create substantial additional

burdens without relieving any of the present compliance and
enforcement problems.
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ADMINISTRATIVE PROCEDURES
We are concerned about the composition of the adminis

trative body provided in the proposed legislation.

H.R. 11798

provides that the United States Treasury shall administer the

provisions of the new law.

We have severe misgivings about this

unless the Treasury Department is charged merely with the adminis

tration of rules which have been established by representatives
from the Interested parties.

We do not believe that any federal

body would have the same objective interest in developing equitable
and effective yardsticks as would be obtained if the rules were

negotiated by a conference of state tax administrators.

Accordingly,

we believe that the body responsible for determining the rules should
be composed of representatives of the ultimate recipients of the
tax so that the rules evolved will have been subjected to appro

priate negotiation and persuasion rather than a unilateral decision
made at the federal level.

Respectfully submitted,

William A. Schan, Chairman
Ad hoc Committee on State
Taxation of Interstate Commerce

